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EXPOSURE DRAFT
PROPOSED INTERPRETATION OF STATEMENT
ON RESPONSIBILITIES IN TAX PRACTICE
(1988 REVISION) NO. 1,
"REALISTIC POSSIBILITY STANDARD"

AUGUST 15, 1990

Proposed by the Federal Taxation Executive Committee and
the Responsibilities in Tax Practice Committee,
American Institute of Certified Public Accountants

Comments should be received by September 2 8 , 1990, and addressed to
Joseph W. Schneid, Technical Manager, Tax Division
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036-8775

SUMMARY
In August 1988 the AICPA Tax Division issued revised Statements on Responsibilities in Tax Practice
(SRTPs). The primary purpose of these advisory statements on appropriate standards of tax practice is
educational. SRTP (1988 Rev.) No. 1, 'Tax Return Positions," contains the standards a CPA should follow
in recommending tax return positions and in preparing or signing tax returns and claims for refunds.
The standard in SRTP (1988 Rev.) No. 1 requires that a CPA have "a good faith belief that the [tax return]
position [being recommended] has a realistic possibility of being sustained administratively or judicially on
its merits if challenged." This standard is referred to in this exposure draft as the "realistic possibility
standard."
Pursuant to SRTP (1988 Rev.) No.1, if a CPA concludes that a tax return position does not meet the realistic
possibility standard, the CPA may still recommend the position to the client, or prepare and sign a return
containing the position, if the position is not frivolous and is adequately disclosed on the tax return or claim
for refund.
This exposure draft interprets the realistic possibility standard. Its purpose, like that of the SRTPs
themselves, is educational. This interpretation of the realistic possibility standard was approved by both the
Responsibilities in Tax Practice Committee and the Federal Taxation Executive Committee. After the
termination of the comment period, the Responsibilities in Tax Practice Committee will consider what
changes should be made to the interpretation in light of comments received from the AICPA Tax Division
membership and others. The interpretation will again be put to the vote of the Responsibilities in Tax
Practice Committee and the Federal Taxation Executive Committee and, if approved in each committee by
a two-thirds majority, will become effective.
When finally approved, the interpretation will be published in the AICPA booklet Statements on Responsibilities in Tax Practice.

This exposure draft has been sent torn
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•
•
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•
•

Members of the AICPA Tax Division.
Members of the AICPA Board of Directors.
Members of the AICPA Council.
The chairman of the Professional Ethics Executive Committee.
State society committees on taxation, with information copies to state society
presidents and executive directors.
The legal counsel of the AICPA.
The Commissioner of Internal Revenue (for information only).
The Director of Practice, Internal Revenue Service (for information only).

AICPA

American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, N.W.
Washington, DC 20004-1007
(202) 737-6600
Telecopier (202) 638-4512

August 15, 1990
Accompanying this letter is an exposure draft of an interpretation of Statement on Responsibilities in Tax Practice [SRTP]
(1988 Rev.) No. 1, "Tax Return Positions." SRTP (1988 Rev.) No. 1
provides guidance regarding the level of assurance a tax return
preparer should have before recommending a tax return position.
Your prompt response to this exposure is very important. The
deadline for comments was established so that the AICPA may
provide timely guidance to the Commissioner and the Internal
Revenue Service as they consider revisions to Circular 230 and
Regulations regarding the preparer penalty rules contained in IRC
section 6694.
The interpretation provides additional guidance regarding the
"realistic possibility standard" set forth in SRTP (1988 Rev.)
No. 1. After the issuance of the 1988 revisions of the SRTPs, a
standard substantially identical to the "realistic possibility
standard" was enacted as Internal Revenue Code section 6694(a),
which imposes a penalty on tax return preparers who recommend
"unrealistic [tax return] positions."
The purpose of this exposure draft is to solicit comments from
members of the AICPA Tax Division, the AICPA Board of Directors,
the AICPA Council, state societies and other interested parties.
Comments or suggestions on any aspect of this exposure draft will
be appreciated. It will be helpful if the responses refer to the
specific paragraph and include supporting reasons for any
suggestions or comments.
Comments on this exposure draft should be sent to Joseph W.
Schneid, Technical Manager, Tax Division, AICPA, 1211 Avenue of
the Americas, New York, NY 10036-8775 in time to be received by
September 28, 1990.
Sincerely,

Arthur S. Hoffman
Chairman
Federal Taxation
Executive Committee

Stuart Kessler
Chairman
Responsibilities in
Tax Practice Committee
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Walter M. Primoff
Jean L. Rothbarth
David R. Ward
James A. Woehlke, Technical Manager
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Joseph W. Schneid, Technical Manager
Federal Taxation

SRTP Interpretation No. 1-1
Issued
1990

REALISTIC POSSIBILITY STANDARD
Background
.01
In August 1988 the AICPA Tax Division issued revised Statements on Responsibilities in Tax Practice
(SRTPs). The primary purpose of these advisory statements on appropriate standards of tax practice is
educational. SRTP (1988 Rev.) No. 1, "Tax Return Positions," contains the standards a CPA should follow in
recommending tax return positions and in preparing or signing tax returns and claims for refunds.
.02
The standard in SRTP (1988 Rev.) No. 1 requires that a CPA have "a good faith belief that the [tax
return] position [being recommended] has a realistic possibility of being sustained administratively or judicially
on its merits if challenged." This standard is referred to here as the "realistic possibility standard."
.03
If a CPA concludes that a tax return position does not meet the realistic possibility standard, the CPA
may still recommend the position to the client, or prepare and sign a return containing the position, if the
position is not frivolous and is adequately disclosed on the tax return or claim for refund.

General Interpretation
.04
To meet the realistic possibility standard, a CPA should have a good faith belief that the position is
warranted in existing law or can be supported by a good faith argument for an extension, modification, or
reversal of existing law. The CPA should have an honest belief that the position meets the realistic possibility
standard. Such belief must be based on sound interpretations of the tax law. A CPA may not take into account
the likelihood of audit or detection in determining whether this standard is met.
.05
The realistic possibility standard cannot be expressed in terms of percentage odds. The realistic
possibility standard is less stringent than the "substantial authority" and the "more likely than not" standards that
apply under the Internal Revenue Code (the "Code") to substantial understatements of liability by taxpayers.
It is stricter than the "reasonable basis" standard under regulations issued prior to the Revenue Reconciliation
Act of 1989.
.06
In determining whether a tax return position meets the CPA's realistic possibility standard, a CPA may
rely on authorities in addition to those evaluated in determining whether substantial authority exists. Accordingly,
CPAs may rely on treatises, articles in recognized professional tax publications, and other reference tools and
sources of well-reasoned tax analyses commonly used by tax advisors and return preparers.
.07

In determining whether a realistic possibility exists, the CPA shoulda.
b.
C.
d.
e.

Establish relevant background facts.
Distill the appropriate questions from those facts.
Search for authoritative answers to those questions.
Resolve the questions by weighing the authorities uncovered by that search.
Arrive at a conclusion supported by the existing authorities.

.08
The CPA should consider the weight of each authority in order to conclude whether a position meets
the realistic possibility standard. In determining the weight of an authority, the CPA should consider its
persuasiveness, relevance, and source. Thus, the type of authority is a significant factor. Other important factors
include whether the facts stated in the authority are distinguishable from those of the client and whether the
5

authority contains an analysis of the issue or merely states a conclusion.
.09
In determining whether the realistic possibility standard is met, the extent of research required is left
to the judgment of the CPA based on all the facts and circumstances known to the CPA. The CPA may
conclude that more than one position meets the realistic possibility standard.
.10
If the CPA believes there is the possibility that a tax return position might result in penalties being
asserted against the client, the CPA should so advise the client and should discuss with the client the opportunity,
if any, of avoiding such penalties through disclosure.

Specific Illustrations
.11
Illustration 1. The CPA's client has engaged in a transaction that is adversely affected by a new statutory
provision. Prior law supported a position favorable to the client. The CPA believes that the new statute is
inequitable as applied to the client's situation. The statute is clearly drafted. The committee reports discussing
the new statute contain general comments that do not specifically address the client's situation.
.12
The CPA should recommend the return position supported by the new statute. In this case, a position
contrary to a clear, unambiguous statute would be a frivolous position.
.13
Illustration 2. The facts are the same as in illustration 1 except that the committee reports do
specifically address the client's situation and it is clear that Congress did not intend to adversely affect
transactions such as those being entered into by the client.
.14
In this case, a return position supported by the committee reports does not meet the realistic possibility
standard, but it is not frivolous. The CPA may recommend the position to the client if it is adequately disclosed
on the tax return.
.15
Illustration 3. A tax form published by the Internal Revenue Service (IRS) is incorrect, but completion
of the form as published provides a benefit to the client. The CPA knows that the IRS has published an
announcement acknowledging the error.
.16

In these circumstances, a return position in accordance with the published form is a frivolous position.

.17
Illustration 4, The facts are the same as in illustration 3 except that there is no published announcement
acknowledging the error.
.18
If the CPA concludes that the published form is incorrect, preparing a return in accordance with the
form is a frivolous return position.
.19
Illustration 5. The client wants to take a position for which the CPA has concluded there is no authority.
The client maintains that even if the return is examined by the IRS, the issue will not be raised.
.20
The CPA may not consider the likelihood of audit or detection in determining if the realistic possibility
standard is met. If the CPA concludes there is no authority for the client's position, it is frivolous.
.21
Illustration 6. Congress passes a statute requiring the capitalization of certain expenditures. The client
believes, and the CPA concurs, that in order to comply fully, the client will need to acquire new computer
hardware and software and implement a number of new accounting procedures. The client and the CPA agree
that the costs to comply fully are significantly greater than the resulting increase in tax due under the new
provision. Because of cost considerations, the client makes no effort to comply. The client wants the CPA to
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prepare and sign a return on which the new requirement is simply ignored.
.22
The return position desired by the client is frivolous, and the CPA should neither prepare nor sign the
return.
.23
Illustration 7. The facts are the same as in illustration 6 except that the client has made a calculation
that includes one or more good faith estimates of the expenditures to be capitalized under the new provision.
.24
In this situation, the realistic possibility standard is met. When using estimates in the preparation of
a return, the CPA should refer to SRTP (1988 Rev.) No. 4, "Use of Estimates."
.25
Illustration 8. A client is faced with an issue involving the interpretation of a new statute. Following
passage, it was broadly recognized that the statute contained a drafting error and a technical correction proposal
has been introduced. The IRS issues an announcement indicating how it will administer the provision. The IRS
pronouncement interprets the statute in accordance with the proposed technical correction.
.26
Return positions based on either the statutory language or the IRS pronouncement satisfy the realistic
possibility standard.
.27
In the absence of an IRS pronouncement interpreting the statute in accordance with the technical
correction, only a return position based on the statutory language will meet the realistic possibility standard. A
return position based on the technical correction proposal may be recommended, provided the CPA concludes
that the position is not frivolous and the position is adequately disclosed.
.28
Illustration 9. On a given issue, the CPA has located two authorities. The IRS has published its clearly
enunciated position deciding the issue in one way. A court has decided the issue in another way more favorable
to the client.
.29

The realistic possibility standard is met with regard to a position based on the court case.

.30
Illustration 10. A client is seeking advice from a CPA regarding a recently amended Code section. The
CPA has reviewed the Code section, committee reports that specifically address the issue, and a recently
published revenue ruling. The CPA has concluded in good faith that, based upon the Code section and the
committee reports, the IRS's position as stated in the ruling does not reflect congressional intent.
.31
The CPA may recommend the position supported by the Code section and the committee reports, since
it meets the realistic possibility standard.
.32
Illustration 11. The facts are the same as in illustration 10 except that the IRS pronouncement is a
temporary regulation.
.33
In determining whether the position meets the realistic possibility standard, the CPA should determine
the weight to be given the regulation by analyzing factors such as whether the regulation is "legislative" or
"interpretative" or inconsistent with the statute. If the CPA concludes the position does not meet the realistic
possibility standard, the position may nevertheless be recommended as long as it is not frivolous and is
adequately disclosed.
.34
Illustration 12. A tax statute is silent on the treatment of an item under such statute. However, the
committee reports explaining the statute direct the IRS to issue regulations that will require specified treatment
of this item. No regulations are issued at the time the CPA must recommend a position on the tax treatment
of the item.
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.35
The CPA may recommend the position supported by the committee reports, since it meets the realistic
possibility standard.
.36
Illustration 13. A client has requested advice on the treatment of an item for federal income tax
purposes. The CPA concludes that the treatment of the item depends on its characterization under state law.
The client's attorney opines on the characterization of the item under state law.
.37
In general, a CPA may rely on a legal opinion when determining the tax treatment of an item. The CPA
must, however, use professional judgment when relying on a legal opinion. If the opinion of the client's attorney
appears to be unreasonable, unsubstantiated, or unwarranted, the CPA should consult his or her attorney before
relying on the opinion.
.38
Illustration 14. The facts are the same as in illustration 13 except that the client has obtained from its
attorney an opinion on the tax treatment of an item and requests that the CPA rely on the opinion.
.39
When a client's attorney is opining on a tax matter, the CPA should exercise due diligence when relying
on the opinion. The CPA should not rely on a tax opinion that the CPA concludes is unreasonable,
unsubstantiated, or unwarranted.
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